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Income-tax Department
Edited by Stephen G. Rusk

The treasury decisions usually submitted in this department of The
Journal of Accountancy have an appeal limited chiefly to accountants
and even to some of them must be at best but prosy reading. This month,
however, we have a decision that should be cut out by every business man
carrying on a business requiring the taking of inventories, and the rules
laid down should be adopted by him as part of his accounting routine.
It would also make good text material for schools of accountancy and
commercial practices. The decision that has thus excited our admiration
is treasury decision No. 3296 upon the subject of inventories; the necessity
therefor; what may be included and what may not; the methods of
valuation; definitions of “cost” and of “cost or market,” etc. The articles
dealing with inventories in regulations 45 we thought were concise and
comprehensive, but the amendments of these regulations by this decision
are an improvement over the former. Good advice to the readers of this
department is given when we say read this decision carefully.
Another decision worthy of more than passing attention is the one
(No. 3315) embodying a decision of the United States district court upon
the matter of taxable income on tax-free-covenant bonds. The question
of the inclusion in income of the individual of the amount of the tax paid
by the corporation for the bondholder is definitely settled. While account
ants generally have found no difficulty with this question, it has not been
easy, in some instances, to convince the client that the tax paid for him
by the corporation should be included in his income since it was deductible
after the tax had been computed.
Other decisions submitted this month refer to extension of time for
filing certain returns and the exemption from taxation of income from
war-savings certificates.

TREASURY RULINGS
(T. D. 3291—Feb. 21, 1922.)
Income tax.
Extension of time until June 15, 1922, of the final date for filing returns of
domestic corporations (form 1120) for the calendar year 1921, the
fiscal year ended January 31, 1922, and the fiscal year ending February
28, 1922.
Under the authority of section 227 of the revenue act of 1921 a general
extension of time is hereby granted domestic corporations up to and
including June 15, 1922, for completing returns of income for the calendar
year 1921, the fiscal year ended January 31, 1922, and the fiscal year ending
February 28, 1922, conditional upon the filing of tentative returns with the
proper collector of internal revenue on or before March 15, April 15, and
May 15, 1922, respectively, accompanied with at least one-fourth of the
estimated amount of tax due, together with a statement setting forth the
reason why the return can not be completed within the prescribed time, and
a formal request for the extension.
Tentative returns submitted in accordance with the foregoing should
be on form 1120, on which should be written plainly across the face
“tentative return.” Only the. name and address of the taxpayer and the
estimated amount, if any, of the tax due need be stated.
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Any deficiency in the first instalment as determined upon submission
of the final return will bear interest at the rate of 6 per cent. per annum
from March 15, April 15, or May 15, 1922, respectively.
(T. D. 3292—Feb. 28, 1922.)
Income tax.
Extension of time in which to file annual returns of normal income tax to
be paid at the source (forms 1013 and 1042).
In view of the delay which has been occasioned in the printing of
forms 1013 and 1042, annual returns of normal income tax to be paid at
the source, a general extension of time is hereby granted up to and
including April 1, 1922, with respect to such returns for the calendar
year 1921.
(T. D. 3296—March 3, 1922.)
Income tax—Inventories.
Articles 1581-1588, Regulation No. 45 (1920 edition), amended.
Articles 1581-1588, regulations No. 45 (1920 edition), are amended to
read as follows:
Art. 1581. Need of inventories.—In order to reflect the net income
correctly, inventories at the beginning and end of each year are necessary
in every case in which the production, purchase, or sale of merchandise is
an income-producing factor. The inventory should include raw materials
and supplies on hand that have been acquired for sale, consumption, or
use in productive processes, together with all finished or partly finished
goods. Only merchandise, title to which is vested in the taxpayer, should
be included in the inventory. Accordingly, the seller should include in his
inventory goods under contract for sale but not yet segregated and applied
to the contract and goods out upon consignment, but should exclude from
inventory goods sold, title to which has passed to the purchaser. A pur
chaser should include in inventory mercnandise purchased, title to which
has passed to him, although such merchandise is in transit or for other
reasons has not been reduced to physical possession, but should not include
goods ordered for future delivery, transfer of title to which has not yet
been effected.
Art. 1582. Valuation of inventories.—The act provides two tests to
which each inventory must conform: (1) It must conform as nearly as
may be to the best accounting practice in the trade or business, and (2) it
must clearly reflect the income. It follows, therefore, that inventory rules
can not be uniform, but must give effect to trade customs which come
within the scope of the best accounting practice in the particular trade or
business. In order to clearly reflect income the inventory practice of a
taxpayer should be consistent from year to year, and greater weight is to
be given to consistency than to any particular method of inventorying or
basis of valuation, so long as the method or basis used is substantially in
accord with the regulations. An inventory that can be used under the
best accounting practice in a balance-sheet showing the financial position
of the taxpayer can, as a general rule, be regarded as clearly reflecting his
income.
_
The basis of valuation most commonly used by business concerns and
which meets the requirements of the revenue act is (a) cost or (b) cost
or market, whichever is lower. (For inventories by dealers in securities,
see art. 1585.) Any goods in an inventory which are unsalable at normal
prices or unusable in the normal way because of damage, imperfections,
shop wear, changes of style, odd or broken lots, or other similar causes,
including secondhand goods taken in exchange, should be valued at bona
fide selling prices less cost of selling, whether basis (a) or (b) is used,
or if such goods consist of raw materials or partly finished goods held for
use or consumption, they should be valued upon a reasonable basis, taking
into consideration the usability and the condition of the goods, but in no
case shall such value be less than the scrap value. Bona fide selling price
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means actual offerings of goods during a period ending not later than 30
days after inventory date. The burden of proof will rest upon the taxpayer
to show that such exceptional goods as are valued upon such selling basis
come within the classifications indicated above, and he shall maintain such
records of the disposition of the goods as will enable a verification of the
inventory to be made.
In respect to normal goods, whichever basis (a) or (b) is adopted must
be applied with reasonable consistency to the entire inventory. Taxpayers
were given an option to adopt the basis of either (a) cost or (b) cost or
market, whichever is lower, for their 1920 inventories, and the basis adopted
for that year is controlling, and a change can now be made only after
permission is secured from the commissioner. Goods taken in the inventory
which have been so intermingled that they can not be identified with
specific invoices will be deemed to be either (a) the goods most recently
purchased or produced, and the cost thereof will be the actual cost of the
goods purchased or produced during the period in which the quantity of
goods in the inventory has been acquired, or (b) where the taxpayer
maintains book inventories in accordance with a sound accounting system
in which the respective inventory accounts are charged with the actual
cost of the goods purchased or produced and credited with the value of
goods used, transferred, or sold, calculated upon the basis of the actual
cost of the goods acquired during the taxable year (including the inventory
at the beginning of the year), the net value as shown by such inventory
accounts will be deemed to be the cost of the goods on hand. The balances
shown by such book inventories should be verified by physical inventories
at reasonable intervals and adjusted to conform therewith.
Inventories should be recorded in a legible manner, properly computed
and summarized, and should be preserved as a part of the accounting
record of the taxpayer. The inventories of taxpayers on whatever basis
taken will be subject to investigation by the commissioner, and the tax
payer must satisfy the commissioner of the correctness of the prices
adopted.
The following methods, among others, are sometimes used in taking
or valuing inventories, but are not in accord with these regulations, viz:
(a) Deducting from the inventory a reserve for price changes, or an
estimated depreciation in the value thereof.
(b) Taking work in process, or other parts of the inventory, at a nom
inal price or at less than its proper value.
(c) Omitting portions of the stock on hand.
(d) Using a constant price or nominal value for a so-called normal
quantity of materials or goods in stock.
(e) Including stock in transit, either shipped to or from the taxpayer,
the title of which is not vested in the taxpayer.
Art. 1583. Inventories at cost.—Cost means:
(1) In the case of merchandise on hand at the beginning of the taxable
year, the inventory price of such goods.
(2) In the case of merchandise purchased since the beginning of the
taxable year, the invoice price less trade or other discounts, except strictly
cash discounts, approximating a fair interest rate, which may be deducted
or not at the option of the taxpayer, provided a consistent course is followed.
To this net invoice price should be added transportation or other necessary
charges incurred in acquiring possession of the goods.
(3) In the case of merchandise produced by the taxpayer since the
beginning of the taxable year (a) the cost of raw materials and supplies
entering into or consumed in connection with the product, (b) expendi
tures for direct labor, (c) indirect expenses incident to and necessary for
the production of the particular article, including in such indirect expenses
a reasonable proportion of management expenses, but not including any
cost of selling or return on capital, whether by way of interest or profit.
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(4) In any industry in which the usual rules for computation of cost
of production are inapplicable, costs may be approximated upon such basis
as may be reasonable and in conformity with established trade practice
in the particular industry. Among such cases are (a) farmers and raisers
of live stock (see art 1586), (b) miners and manufacturers who by a
single process or uniform series of processes derive a product of two or
more kinds, size or grade, the unit cost of which is substantially alike (see
art. 1587), and retail merchants who use what is known as the “retail
method” in ascertaining approximate cost. (See art. 1588.)
Art. 1584. Inventories at market.—Under ordinary circumstances, and
for normal goods in an inventory, “market” means the current bid price
prevailing at the date of the inventory for the particular merchandise in
the volume in which usually purchased by the taxpayer, and is applicable
in the cases (a) of goods purchased and on hand, and (b) of basic ele
ments of cost (materials, labor, and burden) in goods in process of
manufacture and in finished goods on hand; exclusive, however, of goods
on hand or in process of manufacture for delivery upon firm sales con
tracts (i. e., those not legally subject to cancelation by either party) at
fixed prices entered into before the date of the inventory, which goods
must be inventoried at cost. Where no open market exists or where
quotations are nominal due to stagnant market conditions, the taxpayer
must use such evidence of a fair market price at the date or dates nearest
the inventory as may be available, such as specific purchases or sales by the
taxpayer or others in reasonable volume and made in good faith, or com
pensation paid for cancelation of contracts for purchase commitments.
Where the taxpayer in the regular course of business has offered for sale
such merchandise at prices lower than the current price as above defined,
the inventory may be valued at such prices less proper allowance for
selling expense, and the correctness of such prices will be determined by
reference to the actual sales of the taxpayer for a reasonable period before
and after the date of the inventory. Prices which vary materially from
the actual prices so ascertained will not be accepted as reflecting the
market. It is recognized that in the latter part of 1918, by reason among
other things of governmental control not having been relinquished, condi
tions were abnormal and in many commodities there was no such scale
of trading as to establish a free market. In such a case, when a market
was established during the succeeding year, a claim may be filed for any
loss sustained in accordance with the provisions of section 214 (a) (12)
or section 234 (a) (14) of the statute. (See arts. 261-268.)
Art. 1585. Inventories by dealers in securities.—A dealer in securities,
who in. his books of account regularly inventories unsold securities on
hand, either (a) at cost or (b) at cost or market, whichever is lower, or
(c) at market value, may make his return upon the basis upon which his
accounts are kept; provided that a description of the method employed
shall be included in or attached to the return, that all the securities must
be inventoried by the same method, and that such method must be adhered
to in subsequent years, unless another be authorized by the commissioner.
For the purpose of this rule, a dealer in securities is a merchant of
securities, whether an individual, partnership, or corporation, with an
established place. of business, regularly engaged in the purchase of
securities and their resale to customers, that is, one who as a merchant
buys securities and sells them to customers with a view to the gains and
profits that may be derived therefrom. If such business is simply a branch
of the activities carried on by such person, the securities inventoried as
here provided may include only those held for purposes of resale and not
for investment. Taxpayers who buy and sell or hold securities for invest
ment or speculation, and not in the course of an established business, and
officers of corporations and members of partnerships, who in their indi
vidual capacities buy and sell securities, are not dealers in securities within
the meaning of this rule. A dealer in securities is not entitled to the
benefits of section 206 with reference to the gain from the sale of securities.
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Art. 1586. Inventories of live-stock raisers and other farmers.—(1)
Farmers may change the basis of their returns from that of receipts and
disbursements to that of an inventory basis, which necessitates the use of
opening and closing inventories for the year in which the change is made.
There should be included in the opening inventory all farm products
(including live stock) purchased or raised which were on hand at the
date of the inventory, but inventories must not include real estate, build
ings, permanent improvements, or any other assets subject to depreciation.
(2) Because of the difficulty of ascertaining actual cost of live stock
and other farm products, farmers who render their returns upon an
inventory basis may at their option value their inventories for the current
taxable year according to the “farm-price method,” which provides for the
valuation of inventories at market price less cost of marketing. If the
use of the “farm-price method” of valuing inventories for any taxable
year involves a change in method of pricing inventories from that em
ployed in prior years, the opening inventory for the taxable year in which
the change is made should be brought in at the same value as the closing
inventory for the preceding taxable year. If such valuation of the opening
inventory for the taxable year in which the change is made results in an
abnormally large income for that year, there may be submitted with the
return for such taxable year an adjustment statement for the preceding
year based on the “farm-price method” of valuing inventories; upon the
amount of which adjustments the tax, if any be due, shall be assessed and
paid at the rate of tax in effect for such preceding year.
(3) Where returns have been made in which the taxable net income
has been computed upon incomplete inventories, the abnormality should be
corrected by submitting with the return for the current taxable year a
statement for the preceding year in which such adjustments shall be made
as are necessary to bring the closing inventory for the preceding year into
agreement with the opening complete inventory for the current taxable
year. If necessary to reflect the income, similar adjustments may be
made as at the beginning of the preceding year, and the tax, if any be due,
shall be assessed at the rate of tax in effect for such year.

Art. 1587. Inventories of miners and manufacturers. — A taxpayer
engaged in mining or manufacturing who by a single process or uniform
series of processes derives a product of two or more kinds, sizes, or grades,
the unit cost of which is substantially alike, and who in conformity to a
recognized trade practice allocates an amount of cost to each kind, size,
or grade of product which in the aggregate will absorb the total cost of
production, may use such allocated cost as a basis for pricing inventories,
provided such allocation bears a reasonable relation to the respective
selling values of the different kinds of product.
Art. 1588. Inventories of retail merchants. — Retail merchants who
employ what is known as the “retail method” of pricing inventories may
make their returns upon that basis, provided that the use of such method
is designated upon the return, that accurate accounts are kept, and that
such method is consistently adhered to unless a change is authorized by
the commissioner. Under this method the goods in the inventory are
ordinarily priced at the selling prices and the total retail value of the goods
in each department or of each class of goods is reduced to approximate
cost by deducting the percentage which represents the difference between
the retail selling value and the purchase price. This percentage is
determined by departments of a store or by classes of goods, and should
represent as accurately as may be the amounts added to the cost prices
of the goods to cover selling and other expenses of doing business and for
the margin of profit. In computing the percentage above mentioned proper
adjustment should be made for all mark ups and mark downs.
A taxpayer maintaining more than one department in his store or
dealing in classes of goods carrying different percentages of gross profit
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should not use a percentage and profit based upon an average of his entire
business but should compute and use in valuing his inventory the proper
percentages for the respective departments or classes of goods.

(T. D. 3301—March 10, 1922,)
Income tax
Tax exemptions of treasury (war) savings certificates.
Treasury (war) savings certificates, hereinafter sometimes called
“savings certificates,” include all issues and series of United States war
savings certificates and United States treasury savings certificates issued
under the authority of section 6 of the second Liberty bond act of Sep
tember 24, 1917, as amended and supplemented. The act provides, in
section 7 thereof, as follows:
All such bonds and certificates shall be exempt, both as to principal
and interest, from all taxation now or hereafter imposed by the United
States, any state, or any of the possessions of the United States, or by any
local taxing authority, except (a) estate or inheritance taxes and (b)
graduated additional income taxes, commonly known as surtaxes, and
excess-profits and war-profits taxes, now or hereafter imposed by the
United States upon the income or profits of individuals, partnerships,
associations, or corporations. The interest on an amount of such bonds
and certificates the principal of which does not exceed in the aggregate
$5,000, owned by any individual, partnership, association, or corporation,
shall be exempt from the taxes provided for in subdivision (b) of this
section.
Savings certificates issued under this statute are by their terms entitled
to the exemption set forth in this section.
In accordance with the provisions of the statute savings certificates are
issued on a discount basis with interest to maturity discounted in advance
at the rate fixed by the secretary of the treasury. On certificates of the
series of 1918, 1919, 1920, and 1921 (old issue) interest was discounted at
the rate of about 4 per cent., compounded quarterly, if held to maturity,
and about 3 per cent. if redeemed before maturity. Certificates of these
series were issued at a price which increased from month to month during
the year of issue and the certificates mature on January 1, 1923, January
1, 1924, January 1, 1925, and January 1, 1926, respectively. On savings
certificates of the new issue interest is discounted, at present issue prices,
at the rate of about 4½ per cent. per annum, compounded semiannually,
if held to maturity, and about 3½ per cent. if redeemed before maturity.
Certificates of the new issue are issued at a fixed issue price and mature
five years from the date of issue of each certificate. Savings certificates
are not transferable, nor is it lawful for any one person at any one time
to hold more than $5,000, maturity value, of any one series thereof.
In the case of a taxpayer reporting income on a basis of cash receipts
and disbursements the difference between the issue price of the savings
certificates and the amount received upon their redemption is deemed to be
income to the holder in the taxable year when received. The amount
thus received is exempt from all state and local taxation (except estate
and inheritance taxes) and from the normal federal income tax and the
corporation income tax. It is not exempt from graduated additional income
taxes, commonly known as surtaxes, nor from excess-profits and war
profits taxes, except to the extent that it falls within the above-described
exemption in respect of the interest on an aggregate principal amount of
4 and 4¼ per cent. Liberty bonds, treasury certificates of indebtedness,
and savings certificates, not exceeding $5,000. For the purpose of com
puting this limited exemption savings certificates are to be taken at issue
price, and if the exemption is claimed with respect to any holdings of
savings certificates it will be deemed to cover the period during which
the taxpayer holds the savings certificates in respect to which the
exemption is claimed and not merely the taxable year in which the
certificates are redeemed. In other words, if the taxpayer holds and
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claims exemption upon $4,000 (issue price) of savings certificates of
the series of 1922 for the full period of five years to maturity, he will
not be able to claim any exemption with respect to any other holdings
in excess of $1,000 of Liberty bonds, treasury certificates of indebted
ness, or savings certificates under the $5,000 limited exemption above
described for any part of the five-year period. If, on the other hand,
the holder of $4,000 (issue price) of savings certificates, series of 1922,
has during the prior four years taken the full benefit of the $5,000
limited exemption with respect to other holdings of bonds or certifi
cates, he will not be able to claim exemption in the fifth year for more
than the amount by which the maturity value of the savings certificates
exceeds the published redemption price at the beginning of that year.
In the case of a taxpayer reporting on an accrual basis the interest
to be reported for each year is the excess of the published redemption
price of the certificates at the end of his accounting year, or of the
amount received upon redemption if redeemed during the year, over
the corresponding published price for the beginning of that year; and
the interest exempt from taxation, if any, is the proportion of the interest
accrued that the portion of the issue price includable in the exemption
for each year is of the total issue price.
This treasury decision supplements the provisions of articles 79, 80,
and 83 of regulations No. 62 (1922 edition), relating to the income tax,
war-profits, and excess-profits tax.
(T. D. 3315—March 31, 1922.)
Income tax—Acts of September 8, 1916, and October 3, 1917—Decision
of court.
1. Income Tax—Bonds—Tax-Free Covenant.
Under Title XII, section 1205, subdivision (c) of act of October 3,
1917, amending subdivision (c) of section 9 of act of September 8, 1916,
taxes on bonds of a corporation, containing covenants agreeing to pay
to bondholders interest at a prescribed rate without deduction of taxes,
is income to the individual to the extent of the tax thus paid by the
corporation.
2. Normal Tax—Tax on Individual.
The normal tax of 2 per cent., while paid at the source by the cor
poration, is not a tax on the corporation but a tax on the individual.
3. Income—Tax on Bonds—Gains—Profits.
The taxes so paid by a corporation for and on behalf of the indi
vidual bondholder come within the definition of income as “gains, profits,
and income derived from any source whatever” in section 1200 of the
act of 1917.
4. Bonds—Tax-Free Covenant—Tax Paid by Obligor.
The tax-free covenant in the bonds is equivalent to an agreement of
the obligors to pay the owners the agreed rate of interest plus the taxes,
and it is immaterial whether the taxes are paid by the owners of the
bonds to the government and the amount thereof refunded by the obligors
to the owners, or whether under the covenant and the statute the taxes
are paid direct to the government by the obligors, since the tax is on
the individual but collectible from the corporation, the corporation
paying the tax because of its contract with the bondholder.

United States District Court, Eastern District of Pennsylvania.
George V. Massey v. Ephraim Lederer, collector of internal revenue for the
first district of Pennsylvania.
Upon trial before the court without a jury.
[December, 1921.]
This is a suit brought against the defendant as collector of internal
revenue for the first district of Pennsylvania to recover the sum of $21.31,
being the amount of additional income tax alleged to have been unlawfully
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assessed against the plaintiff for the year 1917 under the revenue acts of
1916 and 1917 and paid under protest to the defendant.
The facts are as follows: In February, 1918, the plaintiff filed with the
defendant a return of his taxable income for the year 1917. On his gross
income, the sum of $8,880 was received as interest on bonds of certain
corporations containing covenants, varying in form, but to the same effect,
agreeing to pay to the bondholder interest at the prescribed rate without
deduction of taxes imposed under any law of the United States. The
normal tax of 2 per cent. upon the income thus derived was $177.60, which
was accordingly so assessed by the commissioner of internal revenue, and
withheld and paid under the provisions of title XII, section 1205, sub
division (c) of the revenue act of October 3, 1917, amending subdivision
(c) of section 9 of the revenue act of September 8, 1916, by the corporate
obligors of said bonds. In September, 1919, the plaintiff was notified by
the commissioner of internal revenue that upon an office audit of his
income-tax returns for 1917, the said amount of $177.60, payable by the
several corporations under the tax-free covenants of the said bonds, was
“in the nature of additional income to bondholder” and was subject under
the revenue acts of 1916 and 1917 to additional taxes of $21.31. Taxes
to that amount were accordingly assessed and paid by the plaintiff under
protest. A claim for refund having been duly made and rejected by the
commissioner of internal revenue, the instant suit was brought.
The question involved is whether the sum of $177.60, representing the
aggregate of the normal 2 per cent. tax withheld by the corporate obligors
and by them respectively paid to the defendant, constitutes an increment
of taxable income which should have been included in the plaintiff’s return
as part of his gross income for the year 1917. There is no dispute in the
case that the taxes assessed upon the amount in question were assessed
under the applicable provisions of the acts of 1916 and 1917 as to
percentage.
Title XII, section 1200, of the revenue act of 1917, defining the net
income of taxable persons, provides: “(a) That, subject only to such
exemptions and deductions as are hereinafter allowed, the net income of
a taxable person shall include gains, profits, and income derived from
* * * interest, rent, dividends, securities, * * * or gains or profits
and income derived from any source whatever.”
The situation may be stated as follows: The plaintiff was the holder of
corporate obligations by the terms of which the obligors respectively con
tracted to pay interest annually at a certain rate upon the principal debt.
They contracted in addition that the amount paid should be without
deduction for taxes due the United States. It goes without saying that
this covenant included taxes otherwise payable by the individual upon the
principal or interest received.
Under the statutes, interest received by the bondholder is made subject
to an income tax at varying rates, and title XII, section 1205, subdivision
(c) of the revenue act of 1917, requires that the normal tax shall be with
held by corporate obligors where the obligation contains a tax-free cove
nant or contract. In such case the tax is imposed upon the individual
owning the obligations; but instead of being paid by him and recoverable
by him from the corporate obligor, congress, in order to prevent multi
plicity of collections and obtain direct payment, has provided that the tax
shall be paid to the government by the corporation which has obligated
itself to pay the tax for the bondholder. The money paid by the corporate
obligor pays the debt of the individual owner to the United States and
not a debt of the obligor to the United States, it being under its contract
obligated only to the bond owner, but the statute required to pay directly
to the government and not to the owner. It pays under the statute because
of its contract with the owner and not because of any tax assessed against
it. By assuming to pay the interest free of taxes, when the interest
accruing to the bondholder is made subject to taxes and it pays those taxes
to the government for the individual, the same situation is created as when
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a tenant under a lease covenants to pay the taxes upon real estate. The
rental of the leased premises is thereby increased by the amount of the
taxes and the total becomes income to the lessor, subject under the revenue
acts to deduction, but nevertheless income equally with the rent named
in the lease.
The tax-free covenant in the bonds is equivalent to an agreement of
the obligors to pay the owners the agreed rate of interest plus the taxes,
and it is immaterial whether the taxes are paid by the owners of the bonds
to the government and the amount thereof paid by the obligors to the owner
or whether under the covenant and the statute the taxes are paid direct
to the government by the obligors.
This conclusion is sustained by the reasoning in the case of Houston
Belt and Terminal Railway Co. v. United States (250 Fed. 1) ; Blaylock v.
Georgia Railway & Electric Co. (245 Fed. 387); Rensselaer & Saratoga
Railroad Co. v. Irwin (239 Fed. 739, affirmed in 249 Fed. 726).
The taxes paid for the plaintiff by the corporation come within the
definition of income as “gains, profit, and income derived from any source
whatever” in the act of 1917.
The, contention of counsel for the plaintiff is that the duty imposed upon
corporate obligors by the act of 1917, where their obligations contain taxfree covenants, constitute in effect an imposition of the tax directly upon
the corporation and that the argument is strengthened because the corpo
ration is not allowed to deduct taxes under tax-free covenants from its
gross income while deducting certain portions of the interest paid upon
its obligations. I perceive nothing in this argument to indicate that the
tax is laid upon the corporation rather than upon the individual. It is
the normal tax of 2 per cent. upon the individual which the corporation
is obliged to withhold. The argument that congress intended to lay the
tax on the corporation because it did not permit the tax so paid to be the
subject of a deduction has little weight when we find that congress also
did not allow corporations a deduction for all of the interest paid by them,
but only for interest upon the amount of their indebtedness not in excess
of their paid-up capital stock or, if none, the amount of capital employed
plus one-half of the interest-bearing indebtedness then outstanding. The
net income upon which taxes are payable is what remains out of gross
income after deduction of what is permitted to be deducted by law and
we can not draw the broad conclusion that congress intended the 2 per
cent. normal tax imposed on the individual to be construed as a tax not
upon him but upon the corporate obligor because of the denial of the
right to deduct such taxes so paid from the gross income of the obligor.
—Traylor Engineering and Manufacturing Co. v. Lederer (266 Fed. 583);
First National Bank of Jackson v. McNeel (238 Fed. 559).
The conclusion is that the plaintiff is not entitled to recover and judg
ment will be entered for the defendant.
John A. Maught, Emile Bienvenu, George C. H. Kernion and L. E.
Schenck announce the formation of a partnership under the firm name of
Maught, Bienvenue, Kernion & Schenck, with offices in the Canal-Com
mercial building, New Orleans, Louisiana.

Barrow, Wade, Guthrie & Co. announce the removal of their New York
office to the Equitable building, 120 Broadway.
O’Toole & O’Toole, Minneapolis, Minnesota, announce that Thos. H.
Bibbs has been admitted to partnership.

Ornstein, Rifkin & Co. announce the removal of their offices to 331
Madison avenue, New York.
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